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The year 2002

was one in which we were able to take competi-

m our SM/ @m MW S tive advantage of good planning and a strong

financial condition to realize excellent gains for

our shareholders.

Our strategic planning process prepared us to

deal successfully with the slumping economy

and an unprecedented interest rate environ-
ment. Our superior liquidity position allowed

us to control our cost of funds and maintain

a favorable net interest margin, resulting in

increased profitability.

Citizens Bancorp generated a net after-tax

profit of $4,858,000 for the year. This is a

21 percent increase over the net profit generated
in 2001. It represents a 1.6 percent return on

average assets, a 15.3 percent return on average

Williom V. Humphreys, Sr. Jock Gibson
President and CEO (hairman of the Board

equity, and $1.18 net income per common

share.

‘ We finished the year with $312.6 million in

assets. This represents an increase of 12.3




percent over year-end 2001. This growth in assets

was funded primarily by new deposit relationships

and retained earnings.

We expanded our branch system in 2002 by open-
ing a new office in Dallas, Oregon. We are opti-
mistic about our opportunity for success in Dallas.

Manager Susan Morrill and her

joint message from the
chairman of the board
and the president & ceo

have been merged into our remaining two offices
in Corvallis. All of our University Office employ-
ees have been given similar positions in these two

offices.

At Citizens Bancorp, we believe that our healthy
and positive corporate culture and outstanding

customer-service ethic are our pri-

staff are experienced bankers who
are committed to success and
excited about delivering Citizens-

style banking to that community.

Our company remains
well-positioned and ready
to megf the challenges we
foce in 2003 and beyond.

mary success factors. We are enjoy-
ing the kind of success that ensures

continued success.

Our company remains well-posi-

We also made the very difficult
decision to close our University Office (located in
the Fred Meyer parking lot on Kings Boulevard in
Corvallis). Our closure date was January 31, 2003.
While we successfully served customers in this
office for nearly 40 years, we simply outgrew this
location. Parking and pedestrian safety were real

issues and the building no longer served our needs.

All of our University Office customer accounts

tioned and ready to meet the chal-
lenges we face in 2003 and beyond. We believe
that the success we have enjoyed will continue
because we are driven by a strong set of values and
we are clearly focused on serving the interest of

our shareholders.

We offer our sincere thanks and appreciation to
you — our shareholders, customers, and friends —

for your loyalty and support.




2002 Board of Directors
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Sitting, left - right:
Sidney A. Huwaldi o Duane L. Scrensen o Jock Gibson o Resetia C. Venell o James E. Richards

Standing, left - right:
Williom V. Humphreys, Sr. o Scoft A. Fewel o Eric . Thompson




More than 45 years have passed since a small group of community and business
leaders met in April 1957 and voted to establish a home-owned bank in
Corvallis. The organizers said they intended to “fill a need for a friendly bank-
ing service dedicated to all of the community and to the building of a thriving

local economy,” according to an early newspaper report.

Less than six months later, on October 5, 1957, Citizens Bank of Corvallis
opened for business in a leased building on the northeast corner of Second

and Madison streets. The bank began operations with seven employees and

$375,000 in assets.

From those humble beginnings, Citizens Bank has blossomed to become one of
the most successful and stable community banks in the country. Today, Citizens
Bank is home to 130 customer-focused employees. Total assets now exceed
$312 million. And our 10 branch offices provide comprehensive banking serv-
ices to businesses and individuals in eight mid-Willamette Valley communities

spanning five Oregon counties.

Yes, we have steadily grown and changed with the times. But at Citizens Bank,
we are equally proud of what hasn’t changed — our mission to provide superior
financial services to our customers, to promote economic growth and stability

in our communities, and to deliver outstanding value to our shareholders.

To celebrate our 45th anniversary, we decided to trace the origins of our mis-
sion by paging through bank records, news articles, advertisements, and photo-
graphs in our assorted collection of scrapbooks. In the process, we discovered
how the guiding principles of our founders were directly responsible for the

success Citizens Bank enjoys today.
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i all began in a two-
story brick building at
the northeast corner of
Second and Madison
streefs in downiown
Corvallis. The optimistic
founders of Citizens
Bank ook oui a 10-
year lease on the build-
ing, with an option for
ten additional years.

When the doors opened on
Octoher 5, 1957, an estimated
3,500 people furned out to wel-
come the new community bank.

Comuniimment

to local ewnership

The first newspaper story about the new
bank appeared in the spring of 1957, before
the bank’s organizers had even decided on a
name. But the article made it clear that our
founders had already made a more important

decision.

“No name for the proposed bank has been
selected,” the article said, “but it was indicat-
ed that the citizens’ ownership would be

stressed.”

At the time, two banks already operated in
Corvallis, but both were national banks with

headquarters in Portland. Our founders

. wanted to create a different kind of bank —

one that emphasized local investment and

control.

Just a few months later, citizens demonstrat-
ed their enthusiasm for a home-owned bank
by quickly purchasing all available stock in
the new enterprise. The Corvallis Gazette-

Times reported that “demand for stock was

so great that the established stock quota was




On November 12, 1974, area residents gathered again 1o celebrate completion
of the bank's new Main Office at 275 S.4. Third Street in Corvalls. This facility
still serves as the bank’s headquarters today.
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soon oversubscribed. Some of the larger subscribers
cut down their subscriptions in order to obrtain a wider

spread of ownership.”

When the bank opened on October 5, 1957, as the
only home-owned and independently operated bank in
Benton County, authorities said it had likely set a new
record in Oregon for quick starts. An estimated 3,500
people gathered to watch Mayor Carl Williams cur the
ceremonial ribbon. Perhaps many were cheered by read-
ing this thoughtful assurance in the previous day’s paper:
“The ribbon cutting ceremony is scheduled for 10 a.m.

No long speeches are planned, according to officials.”

(BB
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As bankers, we love numpers.
Here are some that nelp to
define our first 45 yeass.

irizens at an April 1957
meeting called to establish 2
home-owned bank in Corvallis.

Shares of stock sold during the
hanlds first public offering.

during the bank’s first public

offering.

Date that Citizens 3ank
of Corvallis first opened
for business.
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People attending the bank’s
grand opening in 1957.
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Total assess, in dollars,
on first anniversary.

Total assets, in dollars,
as of December 31, 2002,

mployees on opening day,
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ctober 5, 1957.
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Employees s of
Decemser 31, 2002.

Combined years of service
1e board of directors

LR

by the 52ak’s six founders,

Total years of service by
Carl J. Weltzin, who retired
from the board of airectors
in 1985 as the banks last
active foundern

Joe Malcom, Philomath
Branch Manager, first
joined Cifizens Bank in
1969 and was of the
helm when the Philo-
math office opened for
business on December 9,
1974. ks o fireless vol-
unteer in his fown, Jog is
just one of the many
Citizens Bank employees
who embody the bank’s
emphasis on community
sefvice.

a promise of superfer
performarnce

But it takes more than short speeches to
attract a crowd, and even more to keep
them as customers. Our founders knew
that the bank’s success would ultimately
depend on its ability to provide friendly

service and quality products, and they

promised to deliver both.

“We hope to make this Citizens Bank just
the kind of a bank you, our good friends,
wish to have,” the Grand Opening adver-
tisement informed. “The best and most
modern equipment has been obtained.

We will specialize in genuine, person-to-

person banking service that is friendly,




thoughtful, courteous, and dependable. Our stockholders

and directors are your neighbors. Our staff and officers are

experienced and capable.”

That was good enough for P O. Urban, who became the
bank's first customer by opening an account and making
a deposit. By the end of the day, customers had opened

an additional 100 accounts. Citizens Bank was on its way.

One year later, the bank’s reputation for superior service
had grown, and so had business. Accounts totaled 2,500.
Assets increased to more than $3 million. Our founders
were elated, and on that first anniversary they took out

a full-page newspaper ad to thank their customers.

“This bank owes much of its present strength to the confi-

dence, patronage, and loyal cooperation of the home folks

we are trying so earnestly to serve,” they wrote.

Investors were pleased as well. Just two years after opening,

the bank paid its first dividend to stockholders in 1959.

“The officers said the growth of the bank during its first
two years of operation had exceeded all expectations,” the
Gazette-Times reported, “and that the dividend had been

paid at an earlier date than had been anticipated.”

Just two years after opening, the bank paid its first dividend
to stockbolders in 1959. This dividend had been paid at an

earlier date than bad been anticipated.

11

a promise

of superior
performance

In the past 45 years, many Citizens Bank
employees have received special recognition
Jor providing outstanding customer service or
Jor volunteering in their communities. But

in the long history of the bank, one employ-

ee’s honor stands our as truly unique. d
\ Forty years ago, Susan Erickson

\ turned her Citigens Bank drive-

\in teller window into a window

ey

| of opportunity when she was
| elected Miss Drive-In Teller

\
|

\ 1963 by a vote of bankers in

\ 7y

|\ a nationwide contest.

'\‘ Erickson had been among
\

- three finalists in the contest,
| sponsored by the Mosler Safe

' ‘\j Company. |

Ay Finalists wese selected from
\ entries vepresenting all

A

parts of the country by a

panel of judges including

y Hugh Downs, host of i

NBC’s “Today” show;
Merv Griffin, star of NBCs “Play '
Your Hunch,” and Marie Fromow, beauty |

editor of Good Housekeeping magazine.

1o go along with her new title, Erickson ]
won an all-expenses-paid, weeklong tip to
Bermuda for two. As a result, two Citizens ]
Bank employees emerged as winners when ]
Erickson chose co-worker and roommate
Doven Rieken as her traveling companion.




in her role as fransfer agent,
Margo Griffith is always recdy fo
serve Citizens Bank investors and
fo answer quesiions chout the
banlcs stock. Margo invites share-
holders and potentiol investors to
stop by the Main Office for o visit
or phone her af (541) 766-2261.

coUrse
toward siready

Growihy

Before long, steady and reliable growth had become a hallmark

of Citizens Bank.

The bank’s growing ability to reinvest in the community, especially
through loans to small businesses, was a considerable source of
pride to our founders, as evidenced in a fifth-anniversary ad in

October 1962.

“During these first five years, Citizens has extended over 10,000
loans to businesses and individuals of this area,” our founders
wrote, “reflecting our confidence in the community and the

. > . »
community’s confidence in us.

The first physical growth occurred in June 1963, when the bank
opened the University Office. This was the first branch bank the

town had ever seen. The concept was so new that branch managers




felt compelled to insert the following note in their Grand

Opening advertisement: “If your account is now carried

at the downrown office, there is no need to transfer it.

All business is interchangeable between the two offices.

Just use the office which is most convenient to you at :

the moment.” |

Customer convenience also motivated construction of the
Circle Office, which opened in 1970, and the Philomath
Office, which marked the bank’s first physical presence
outside of Corvallis when it opened in 1974. That same
year, employees in the Main Office moved from the
original building into the bank’s current headquarters,

a modern new facility just blocks away.

Meanwhile, the bank’s customer base and total assets
continued to grow steadily as well. Officials were espe-
cially pleased with figures showing the bank’s share of
community deposits had grown from 5.4 percent in

1957 to 43 percent by the end of 1975.

As Citizens Bank neared its 20th anniversary, it had
grown to become the ninth-largest state-chartered bank
in Oregon, with assets exceeding $47 million and loans
of approximately $26 million. In a July 1976 newspaper
article, a top bank officer proudly described Citizen
Bank’s accomplishments as “orderly growth” that coin-

cided with the orderly growth of the community.
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Graphs based on an initial investment

of $3,000 (100 shares) in 1957.
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Checking anc savings accounts
cpened on the frst day of business.

Checking a=d savings accounts

opened during the first year,

Checking anc savings accounts
as of December 31, 2002,

Branch offices as

cf Decemnber 31, 2002.

o

W

Citles in the mic-Willamette Valiey
currently seved Sy a branch office

of Citizens 3ant.

Vear that Citizens Bank

paid its firsz cividend.

[

N

Number of yezrs taat Clitizens Bank
has not paid 2 dividend since 1959.

our proud
tradition
Much has changed in the past 45 years. In fact, we at

Citizens Bank owe a large measure of our current success

to a corporate culture that embraces change.

But bank managers and employees also believe that an

equal measure of our success has come from abiding by

the guiding principles of our founders. These principles
continue to form the basis of our proud tradition of

community banking.

It's easy to see these principles at work today, even in the

most recent items in our scrapbooks.

For example, we renewed our commitment to local

ownership last May, when

As 2003 begins, our customers can rest Citizens Bank found itself
assured that the guiding principles of as the only remaining

our founders will continue to define home-owned bank in the
community banking at Citizens Bank. mid-Willamette Valley.

— = Bill Humphreys Sr., Citi-

zens Bank’s president and chief executive officer, used
the occasion to explain one of the bank’s 45-year-old

principles.

i “We believe local ownership is so important to the defi-




nition of a community bank because the owners are the people who
influence management,” Humphreys told the Gazette-Times. “If your
stock is sold across a board to just anyone who's interested in an
investment — especially institutional investors — then their goals don’t

necessarily line up with the goals of the community.”

Our continued focus on superior performance was on display this
August, when Weiss Ratings Inc. listed Citizens Bank as one of the
five strongest financial institutions in Oregon. The firm also awarded

the bank a safety rating of A for the sixth consecutive year.

Finally, our continued pursuit of steady growth led us to open our
Dallas Office in November. That event demonstrated the bank’s

preference to grow by accretion, not acquisition.

“It’s a huge difference,” Humphreys told the Gazette-Times. “When
you grow by acquisition, you buy a whole lot of business all at once.
We favor gradual growth. We don't feel that acquiring business is the

best way to go. We do it by building relationships one at a time.”

As 2003 begins, our customers can rest assured that the guiding prin-
ciples of our founders will continue to define community banking at
Citizens Bank. Perhaps Susan Morrill, our newest manager, put it best

when she introduced the bank to Dallas and Polk County customers.

“Citizens has been around for 45 years,” Morrill told the Polk County

Jtemizer-Observer. “We're small-town focused and customer-relation-

ship focused. I know every bank says that, but it’s true with us.”

15
our proud
tradition

Susan Morrill became the bank's newest branch
manager with the opening of the Dallas Office
in November 2002. Susan, a firm believer in
(itizens-style community banking, brings on
infectious enthusiasm 1o her new job in Dallas.
Just months before the office opened for busi-
ness, Susan confided fo a newspaper reporier,
“I'm so excited, | can hardly sleep af night.”
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Financial Highlights

Years Ended December 31, 2002, 2001, 2000, 1999 and 1998

{Dollars in Thousands)

December 31 2007 2001 2000 1999 1998
Total Assets $312,639 $278,529 $244,380 $239,606 $233,978
Total Deposits $227,363 $231,821 $200,960 $194,350 $188,235
Total Loans (net) $178,333 $171,196 $158,920 $139,123 $130,707
Shareholders’ Equity $32,330 $29,524 $27,063 $24,342 $22,585
FOR THE YEAR:

Net Income $4,858 $4,028 $3,612 $3,254 $3,840
Income Per Share $1.18 $0.97 $0.87 $0.79 $0.94
TQTAL AFSETS (IN THOUSANDS) SHAREHOLDERS” EQUITY (I THOUSANDS)

1998 T $233,978 19981 1 $22,585

1999 T $239,606 1999 - $24,342

2000 T $244,380 2000 T $27,063

2001 o $278,529 2001 T $29,524

2002 ] $312,639 2002 | $32,330

TOTAL DEPQSITS (IN THOUSANDS) BT IICORAE (1N THOUSANDS)

1998 T/ £188,235 1998 T $3,840

1999 | $194,350 199¢ ¢ 1 $3,254

2000 - $200,960 000 $3,612

2001 ) | $231,821 2001 T $4,028

2002 | $227.363 2002 1 $4,858

TOTAL LOANS (IN THOUSANDS)

1998 T/ $130,707
1999 T $139,123
200, T $158,920
2001 | $171,196
2002 ] $178,333




Consolidated Balance Sheels
December 31, 2002 and 2001

(Dollors in Thousands)

ASSETS
Cash and due from banks

Interest bearing deposits at other financial institutions
Securities available for sale

Securities held to maturity (fair value $11,571 and $10,244)
Federal Home Loan Bank stock, at cost

Loans
Allowance for credit losses
Net loans

Premises and equipment
Accrued interest receivable
Cash value of life insurance
Orther assets

TOTAL ASSETS

LIABILITIES AND SHAREHOLDERS EQUITY
LEABIRITIES

Deposits:
Demand
Savings and interest-bearing demand
Time

Total deposits

Short-term borrowings
Accrued interest payable
Other liabilities

TOTAL LIABILITIES

CORMITRAENTS AND CONTINGERNCIES

SHAREHOLDERS” EQUITY

Common stock (no par value); authorized 10,000,000 shares; issued
and outstanding: 2002 — 4,084,210 shares; 2001 — 4,105,308 shares

Retained earnings

Accumulated other comprehensive income

TOTAL SHAREHOLDERS' EQUITY
TOTAL LIABILITIES AND SHAREHOLDERS” EQUITY

See notes to consolidated financial statements.

2002 2001

$ 17,722 $ 15,054
16,834 11,717
74,178 56,932
11,037 10,051
373 846
180,879 173,342
2,546 2,146
178,333 171,196
5,948 5,464
2,356 2,087
3,769 3,552
2,089 1,630
$312,639 $278,529
$ 42,589 $ 40,533
128,827 118,331
55,947 72,957
227,363 231,821
49,930 14,580
94 209
2,922 2,395
280,309 249,005
19,459 19,785
12,498 9,478
373 261
32,330 29,524
$312,639 $278,529

17
(isizens Bancorp
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Consolidated Statements of lncome
Years Ended December 31, 2002, 2001 and 2000

(Dollars in Thousands, Except Per Share Amounis)

INTEREST [NCOME
Loans
Federal funds sold and deposits in banks
Securities:
Taxable
Tax-exempt
Total interest income

INTEREST EXPENSE
Deposits

Short-term borrowings
Long-term borrowings
Total interest expense

Net interest income

PROVISION FOR CREDIT LOSSES

Net interest income after provision for credit losses

NMON-INTEREST INCOME

Service charges on deposit accounts

Gains on sales of securities available for sale
Earnings on life insurance policies
BankCard income

Other

Total non-interest income

NON-INTEREST EXPENSE

Salaries and employee benefits
Occupancy

Furniture and equipment
BankCard expense

Other

Total non-interest expense
Income before income taxes

Income Taxes

NET INCOME

Earnings Per Share
Basic and diluted

See notes to consolidated financial statements.

2002 2001 2000
$14,428 $15,075 $14,470
298 507 256
2,386 2,777 3,333
463 396 377
17,575 18,755 18,436
2,770 5,184 5,564
552 490 657

- - 20
3,322 5,674 6,241
14,253 13,081 12,195
624 733 454
13,629 12,348 11,741
1,623 1,558 1,247
100 306 -
217 52 -
1,395 1,204 1,157
438 276 268
3,773 3,396 2,672
5,500 4,974 4,527
739 704 643
694 732 703
1,034 944 940
1,826 1,827 1,774
9,793 9,181 8,587
7,609 6,563 5,826
2,751 2,535 2,214
$ 4,858 $ 4,028 $ 3,612
$1.18 $.97 $.87
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and Subsidiary
Conselidated Statements of Shareholders” Equity
Years Ended December 31, 2002, 2001 and 2000
{Dollars in Thousands)
: Accumulated
Shares of Other
Common Common Retained Comprehensive
Stock Siock Earnings Income (Loss) Tofal
Balance at December 31, 1999 4,124,091 $19,868 $4,849 ($375) $24,342
(OMPREHENSIVE INCOME:
Net income - - 3,612 - 3,612
Other comprehensive income, net of tax:

Change in fair value of securities available for sale - - - 382 382
Comprehensive income 3,994
Cash dividend reinvestment ($16.08 per share) 13,539 217 - - 217
Cash dividends declared ($.36 per share) - - (1,490) - (1,490)
Balance at December 31, 2000 4,137,630 20,085 6,971 7 27,063
COMPREHENSIVE INCOME:

Net income - - 4,028 - 4,028
Other comprehensive income, net of tax:

Change in fair value of securities available for sale - - - 254 254
Comprehensive income 4,282
Cash dividend reinvestment ($10.97 per share) 51,869 569 - - 569
Cash dividends declared ($.37 per share) - - (1,521) - (1,521)
Stock repurchased (84,191) (869) - - (869)
Balance at December 31, 2001 4,105,308 19,785 9,478 261 29,524
COMPRENENSIVE INCOME:

Net income - - 4,858 — 4,858
Other comprehensive income, net of tax:

Change in fair value of securities available for sale - - - 112 112
Comprehensive income 4,970
Cash dividend reinvestment ($10.47 per share) 61,589 645 - - 645
Cash dividends declared ($.45 per share) - - (1,838) - (1,838)
Stock repurchased (82,811) (972) - - 972)
Options exercised 124 1 - - 1
Balance at December 31, 2002 4,084,210 $19,459 $12,498 $373 $32,330

See notes to consolidated financial statements.
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Consolidated Statements of Cash Flows
Years Ended December 31, 2002, 2001 and 2000

{Dollars in Thousands}

CASH FLOWS FROM QPERATING ACTIVITIES
Net income $ 4,858 $ 4,028 $ 3,612

Adjustments to reconcile net income
to net cash provided by operating activities:

Provision for credit losses 624 733 454
Depreciation and amortization 575 684 622
Deferred income tax (benefit) (225) (194) 122
Gains on sales of securities available for sale (100) (306) _ -
Gains on sales of foreclosed real estate - (133) -
Earnings on life insurance policies (217) (52) —
Stock dividends received (54) (54) (51)
(Increase) decrease in interest receivable (269) 55 (110)
Increase (decrease) in interest payable (115) (14) 16
Other - net 38 206 (222)
Net cash provided by operating activities 5,115 4,953 4,443

CASH FLOWS FROM INVESTING ACTIVITIES

Ner increase in interest bearing deposits in banks (5,117) (6,273) (2,574)
Activity in securities available for sale:

Sales 8,120 7,978 2,001

Maturities, prepayments and calls 40,475 37,000 22,000

Purchases (65,881) (50,773) (13,990)
Activity in securities held to maturity:

Maturities, prepayments and calls 630 550 605

Purchases (1,602) (2,283) (496)
Redemption of Federal Home Loan Bank stock 527 - -
Increase in loans made to customers,

net of principal collections (7,620) (13,078) (18,876)
Purchases of premises and equipment (1,024) (860) (544)
Proceeds from sales of foreclosed real estate - 365 -
Additions to foreclosed real estate - 27) -

Purchase of life insurance policies (3,500) -

Net cash used in investing activities (31,492) (30,901) (11,874)




Comsolidated Statements of Cash Flows, cont.

Years Ended December 31, 2002, 2001 ond 2000

{Dollars in Thousands)

CASH FLOWS FROM FINANCING ACTIVITIES

Net increase (decrease) in deposits

Net increase (decrease) in short-term borrowings
Repayment of long-term borrowings

Exercise of stock options

Cash dividends paid

Repurchase of common stock

Net cash provided by financing activities

Net increase {decrease) in cash and due from banks

CASH AND DUE FROM BANKS
Beginning of year
End of year

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION

Interest paid
Income taxes paid

SUPPLEMENTAL DISCLOSURES OF NON-CASH
INVESTING AND FINANCING ACTIVITIES

Fair value adjustment of securities
available for sale, net of tax
Dividend reinvestment
Foreclosed real estate acquired in settlement of loans

See notes to consolidated financial statements.

2002 2001 2000
(4,458) 30,861 6,610
35,350 713 (1,710)

- - (2,973)

1 - _

(876) (921) (1,268)
(972) (869) _
29,045 29,784 659
2,668 3,836 (6,772)
15,054 11,218 17,990
$17,722 $15,054 $11,218
$3,437 $5,688 $6,226
2,345 2,661 2,185
$112 $254 $382
645 569 217

- ~ 205)

21

Citizens Bancorp
and Subsidiary




22
Citizens Bancorp Annual Report 2002

Notes fo Consolidated
Financal Statements

NOTE 1 - SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

PRINCIPLES OF CONSCLIDATION

The consolidated financial statements include the accounts
of Citizens Bancorp (the Company) and its wholly owned
subsidiary, Citizens Bank (the Bank). All significant inter-
company transactions and balances have been eliminated.

NATURE OF OPERATIONS

The Company is a financial holding company which operates
primarily through its subsidiary, the Bank. The Bank operates
eleven branches located in Benton, Lane, Polk, Yambhill and
Linn Counties in western Oregon. The Bank provides loan
and deposit services to customers who are predominately
small- and medium-sized businesses in western Oregon.

C(ONSCLIDATED FINANCIAL STATEMENT PRESENTATION

The consolidated financial statements have been prepared in
accordance with accounting principles generally accepted in

the United States of America and practices within the banking
industry. The preparation of consolidated financial statements
requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities, and the
disclosure of contingent assets and liabilities, as of the date of
the balance sheet, and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ
significantly from those estimates. Material estimates that are
particularly susceptible to significant change in the near term
relate to the determinatior: of the allowance for credit losses and
the valuation of deferred tax assets and foreclosed real estate.

Certain prior year amounts have been reclassified, with no
change to shareholders’ equity or net income, to conform to
the 2002 presentation. All dollar amounts, except per share
information, are stated in thousands.

SECURITIES AVAILABLE FOR SALE

Securities available for sale consist of debt securities chat the
Bank intends to hold for an indefinite period, but not neces-
sarily to maturity. Such securities may be sold to implement

the Bank’s asset/liability management strategies and in response
to changes in interest rates and similar factors. Securities avail-
able for sale are reported at fair value. Unrealized gains and loss-
es, net of the related deferred tax effect, are reported as a net
amount in a separate component of shareholders’ equity entitled
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“accumulated other comprehensive income.” Realized gains
and losses on securities available for sale, determined using
the specific identification method, are included in earnings.
Amortization of premiums and accretion of discounts are
recognized in interest income over the period to maturity.

SECURITIES HELD TO MATURITY

Debrt securities for which the Bank has the positive intent and
ability to hold to maturity are reported at cost, adjusted for
amortization of premiums and accretion of discounts, which
are recognized in interest income over the period to maturity.

Declines in the fair value of individual securities available for
sale and held to maturity below their cost that are other than
temporary result in write-downs of the individual securities to
their fair value. Such write-downs are included in earnings as
realized losses.

LOANS

Loans are stated at the amount of unpaid principal, reduced by
net deferred loan origination fees and an allowance for credit
losses. Interest on loans is accrued daily based on the principal
amount outstanding.

Generally the accrual of interest on loans is discontinued when,
in management’s opinion, the borrower may be unable to

meet payments as they become due or when they are past due
90 days as to eicher principal or interest, unless they are well
secured and in the process of collection. When interest accrual
is discontinued, all unpaid accrued interest is reversed against
current income. If management determines that the ultimate
collectibility of principal is in doubt, cash receipts on nonac-
crual loans are applied to reduce the principal balance on a
cash-basis method, until the loans qualify for return to accrual
status. Loans are returned to accrual status when all principal
and interest amounts contractually due are brought current and
future payments are reasonably assured.

Loan origination and commitment fees and certain direct loan
origination costs are deferred and amortized as an adjustment
of the yield of the related loan.

ALLOWANCE FOR CREDIT LOSSES

The allowance for credit losses is maintained at a level consid-
ered adequate to provide for probable losses on existing loans
based on evaluating known and inherent risks in the loan
portfolio. The allowance is reduced by loans charged off, and
increased by provisions charged to earnings and recoveries on
loans previously charged off. The allowance is based on manage-
ment’s periodic, systematic evaluation of factors underlying the
quality of the loan portfolio, including changes in the size and
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composition of the loan portfolio, the estimated value of any
underlying collateral, internal loan grades, actual loan loss expe-
rience, current economic conditions, and detailed analysis of
individual loans for which full collectibility may not be assured.
This evaluation is inherently subjective as it requires estimares
that are susceptible to significant revision as more information
becomes available. While management uses the best informa-
tion available to make its estimates, future adjustments to the
allowance may be necessary if there is a significant change in
economic conditions.

When available information confirms that specific loans or por-
tions thereof are uncollectible, these amounts are charged off
against the allowance for credit losses. The existence of some or
all of the following criteria will generally confirm that a loss has
been incurred: the loan is significantly delinquent and the bor-
rower has not evidenced the ability or intent to bring the loan
current; the Bank has no recourse to the borrower, or if it does,
the borrower has insufficient assets to pay the debt; the estimat-
ed fair value of the loan collateral is significantly below the cur-
rent loan balance, and there is little or no near-term prospect
for improvement.

When management determines that it is probable that a bor-
rower will be unable to repay all amounts due according to the
terms of the loan agreement, including scheduled interest pay-
ments, the loan is considered impaired. Factors considered by
management in determining impairment include payment sta-
tus, collateral value, and the probability of collecting scheduled
principal and interest payments when due. Loans that experi-
ence insignificant payment delays and payment shortfalls are
generally not classified as impaired. Management determines
the significance of payment delays and paymenc shortfalls on

a case-by-case basis, taking into consideration all of the circum-
stances surrounding the loan and the borrower, including the
length of the delay, the reasons for the delay, the borrower’s
prior payment record, and the amount of shortfall in relation
to the principal and interest owed. The amount of impairment
is measured based on the present value of expected future cash
flows discounted at the loan’s effective interest rate or, when the
primary source of repayment is provided by real estate collateral,
at the fair value of the collateral less estimated selling costs. In
addition, regulatory agencies, as an integral part of their exami-
nation process, periodically review the Bank’s allowance for cre-
dit losses, and may require the Bank to make additions to the
allowance based on their judgment abour information available
to them at the time of their examinations.

The ultimate recovery of all loans is susceptible to future market
factors beyond the Bank’s control. These factors may result in
losses or recoveries differing significantly from those provided
for in the financial statemencs.
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FORECLOSED REAL ESTATE

Real estate properties acquired through, or in lieu of, foreclosure
are o be sold and are initially recorded at the lower of cost or
fair value of the properties less estimated costs of disposal. Any
write-down to fair value at the time of transfer to foreclosed real
estate is charged to the allowance for credit losses. Properties are
evaluated regularly to ensure that the recorded amounts are sup-
ported by their current fair values. Any subsequent reductions
in carrying values are charged to income.

TRAMSFERS OF FINANCIAL ASSETS

Transfers of financial assets are accounted for as sales when con-
trol over the assets has been surrendered. Control over transfer-
red assets is deemed to be surrendered when (1) the assets have
been isolated from the Bank, (2) the transferee obtains the right
(free of conditions that constrain it from taking advantage of
that right) to pledge or exchange the transferred assets, and (3)
the Bank does not maintain effective control over the transfer-
red assets through an agreement to repurchase them before their
maturity.

PREMISES AND EQUIPMENT

Premises and equipment are stated at cost less accumulated
depreciation, which is computed on the straight-line method
over the estimated useful lives of the assets. Leasehold improve-
ments are amortized over the term of the lease or the estimated
useful life of the improvement, whichever is less. Gains or losses
on dispositions are reflected in earnings.

INCOME TAXES

Deferred tax assets and liabilities result from differences between
the financial statement carrying amounts and the tax bases

of assets and liabilities, and are reflected art currently enacted
income tax rates applicable to the period in which the deferred
tax assets or liabilities are expected to be realized or settled. The
deferred tax provision represents the difference between the net
deferred tax asset/liability at the beginning and end of the year.
As changes in tax laws or rates are enacted, deferred tax assets and
liabilities are adjusted through the provision for income taxes.

CASH EQUIVALENTS AND CASH FLOWS

For purposes of presentation in the consolidated statements of
cash flows, cash and cash equivalents are defined as those amounts
included in the balance sheet caption “Cash and due from banks.”
Cash flows from interest bearing deposits at other banks, loans,
deposits, and short-term borrowings are reported net.

The Bank maintains its cash in depository institution accounts
which, at times, may exceed federally insured limits. The Bank
has not experienced any losses in such accounts.
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FAIR YALUES OF FINANCIAL INSTRUMENTS

The following methods and assumptions were used by the
Company in estimating the fair values of financial instruments
disclosed in these financial statements:

CASH AND INTEREST BEARING BALANCES
AT OTHER FINANCIAL INSTITUTIONS

The carrying amounts of cash and interest bearing balances
at other financial institutions approximate their fair value.

SECURITIES AVAILABLE FOR SALE AND HELD TO MATURITY

Fair values for securities are based on quoted market prices.

FEDERAL HOME LOAN BANK STOCK
The carrying value of Federal Home Loan Bank stock

approximates its fair value.

LOANS

For variable rate loans that reprice frequently and have no
significant change in credir risk, fair values are based on car-
rying values. Fair values for fixed rate loans are estimated
using discounted cash flow analyses, using interest rates cur-
rently being offered for loans with similar terms to borrowers
of similar credic quality. Fair values for impaired loans are
estimated using discounted cash flow analyses or underlying
collateral values, where applicable.

DEPOSIT LIABILITIES

The fair value of deposits with no stated maturity date is in-
cluded at the amount payable on demand. The fair value of
fixed rate certificates of deposit is estimated using a discount-
ed cash flow calculation based on interest rates currently
being offered on similar certificates.

SHORT-TERM BORROWINGS

The carrying amounts of repurchase agreements and other
short-term borrowings maturing within 90 days approximare
their fair values. Fair values of other borrowings are estimated
using discounted cash flow analyses based on the Company’s
current incremental borrowing rates for similar types of bor-
rowing arrangements.

ACCRUED INTEREST

The carrying amounts of accrued interest approximate their
fair values.

OFF-BALANCE SHEET INSTRUMENTS

The fair value of commitments to extend credit and stand-
by letters of credit was estimated using the fees currently
charged to enter into similar agreements, taking into account
the remaining terms of the agreements and the present credit-
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worthiness of the customers. Since the majority of the Bank’s
off-balance sheet instruments consist of non-fee producing,
variable-rate commitments, the Bank has determined they
do not have a distinguishable fair value.

EARNINGS PER SHARE

Basic earnings per share exclude dilution and are computed

by dividing net income by the weighted average number of
common shares outstanding. Diluted earnings per share reflect
the potential dilution that could occur if common shares were
issued pursuant to the exercise of options under the Company’s
stock option plan. In 2001, the effect of the options on earn-
ings per share was anti-dilutive.

STOCK-BASED COMPENSATION

At December 31, 2002, the Company has an employee stock-
based employee compensation plan, which is described more
fully in Note 13. The Company accounts for this plan under
the recognition and measurement principles of APB No. 25,
Accounting for Stock Issued to Employees, and related interpreta-
tions. Accordingly, no stock-based compensation cost is reflect-
ed in net income as all options granted under this plan had an
exercise price equal to the market value of the underlying com-
mon stock on the date of grant. The following table illustrates
the effect on net income and earnings per share if the Company
had applied the fair value recognition provisions of SFAS No.
123, Accounting for Stock-Based Compensation to stock-based
compensation awards for the effects of all options granted on
or after January 1, 1995 for the years ending December 31:

2002 2001 2000

Net income, as reported $4,858 $4,028 $3,612

Less total stock-based

compensation expense

derermined under fair

value method for all

qualifying awards (106) (72) (28)
Pro forma net income $4,752 $3,956 $3,584
Earnings per share:
Basic and diluted:

As reported $1.18 $.97 $.87
Pro forma 1.16 .95 .87

RECENT ACCOUNTING PRONOUNCEMENTS

In June 2001, the Financial Accounting Standards Board issued
SFAS No. 143, Accounting for Asset Retirement Obligations. This
statement addresses financial accounting and reporting for
obligations associated with the retirement of tangible long-lived
assets and the associated asset retirement costs. This statement
is effective for all fiscal years beginning after June 15, 2002.
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The Company does not anticipate that the adoption of SEAS
No. 143 will have a material effect on its financial position or
results of operations.

In December 2002, the Financial Accounting Standards Board
issued FASB Statement No. 148, Accounting for Stock-Based
Compensation - Transition and Disclosure. This Statement amends
FASB Statement No. 123, Accounting for Stock-Based Compen-
sation, and APB Opinion No. 28, Interim Financial Reporting,
to provide alternative methods of transition for a voluntary
change to the fair value based method of accounting for stock-
based employee compensation. This Statement does not require
any change from the method currently used by the Company to
account for stock-based compensation, but does require more
prominent disclosure in the annual and interim financial state-
ments about the method of accounting for such compensation
and the effect of the method used on reported resules. This
Statement was effective for years ending after December 13,
2002. The Company has adopted the disclosure provisions of
SFAS No. 148 in the accompanying financial statements; and
accordingly, the disclosure requirements are set forth above in
the Stock Based Compensation section.

The Financial Accounting Standards Board has issued Interpre-
tation No. 45, Guarantors Accounting and Disclosure Require-
ments for Guarantees, Including Indirect Guarantees of Indebted-
ness of Others - an interpretation of FASB Statements No. 5, 57
and 107 and rescission of FASB Interpretation No. 34. This
Interpretation elaborates on the disclosures to be made by a
guarantor in its interim and annual financial statements about
its obligations under certain guarantees that it has issued. It also
clarifies that a guarantor is required to recognize, at the incep-
tion of a guarantee, a liability for the fair value of the obligation
undertaken in issuing the guarantee. The initial recognition and
measurement provisions of this Interpretation are applicable

on a prospective basis to guarantees issued or modified after
December 31, 2002. Implementation of these provisions of the
Interpretation is not expected to have a material impact on the
Company’s consolidared financial statements. The disclosure
requirements of the Interpretation are effective for financial
statements of interim or annual periods ending after December
15, 2002, and have been adopted in the consolidated financial
statements for December 31, 2002, with no additional disclo-
sure required.

NOVE 2 - RESTRICTED ASSETS

Federal Reserve Board regulations require that the Bank main-
tain reserves in the form of cash on hand and deposit balances
with the Federal Reserve Bank. The amounts of such balances
for the years ended December 31, 2002 and 2001 were approxi-
mately $1,351 and $602, respectively.
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NOTE 3 - SECURITIES

Securities have been classified according to management’s
intent. The carrying amount of securities and their approximate
fair values were as follows:

Gross Gross
Amortized  Unrealized  Unreolized  Foir
Cost Gains Losses Valye

SECURITIES AVAILABLE FOR SALE

December 31, 2002
U.S. Government and
agency securities $73,566 $622 ($10) $74,178

December 31, 2001
U.S. Government and

agency securities $56,504 $579 (8151)  $56,932

SECURITIES HELD TO MATURITY

December 31, 2002
State and municipal
securities $11,037 $534 $~  $11,571

December 31, 2001
State and municipal
securities $10,051 $212 (319) $10,244

The contractual maturities of securities held to maturity and
available for sale at December 31, 2002 are as follows:

HELD TO MATURITY AVAILABLE FOR SALE
Amoriized Fair Amoriized Fair
Cost Yalue Cost Value
Due in one year
or less $ 1,636 $ 1,670 $21,130 $21,389
Due from one year
to five years 5,187 5,460 52,436 52,789
Due from five
to ten years 4,214 4,441 - -~
Due after ten years - - - -
Total $11,037  $11,571 $73,566 $74,178

Securiries carried at approximately $60,165 at December 31,
2002 and $35,290 at December 31, 2001 were pledged to se-
cure public deposits and repurchase agreements, and for other
purposes required or permitted by law.

Gross realized gains on sales of securities available for sale were
$100 and $306 for the years ended December 31, 2002 and
2001, respectively. There were no gross losses realized in 2002
or 2001.
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NOTE 4 - LOANS

Loans at December 31 consist of the following:

Agriculture

Commercial

Real estate:
Residential 1-4 family
Construction
Commercial and other

Consumer

Less net deferred loan origination fees

Total loans

2002 2001

$ 16,196 $ 14,727
21,377 22,589
30,430 29,667
15,474 17,885
93,990 85,024
3,882 4,061
181,349 173,953
470 611
$180,879 $173,342

Changes in the allowance for credit losses for the years ended

December 31 are as follows:

2002 2001 2000
Balance at beginning of year ~ $2,146 $1,510 $1,071
Provision for credit losses 624 733 454
Charge-offs (237) (101) (78)
Recoveries 13 4 63
Net charge-offs (224) (97) (15)
Balance at end of year $2,546 $2,146 $1,510

Following is a summary of information pertaining to impaired

loans:

2002 2001 2000
DECEMBER 31
Impaired loans without
a valuation allowance $1,008 $632 $1,001
Impaired loans with
a valuation allowance 72 72 116
Total impaired loans $1,080 $704 $1,117
Valuation allowance related
to impaired loans $55 $34 $42
YEARS ENDED DECEMBER 31
Average investment
in impaired loans $220 $463 $686

Interest income recognized
on a cash basis on impaired loans -
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At December 31, 2002, there were no commitments to lend
additional funds to borrowers whose loans had been modified.
Loans 90 days and over past due still accruing interest were
$330 and $2 at December 31, 2001 and 2000, respectively.
There were no loans 90 days and over past due still accruing
interest at December 31, 2002.

Certain related parties of the Company, principally Company
directors, their associates and key officers, were loan customers
of the Bank in the ordinary course of business during 2002 and
2001. Total loans outstanding at December 31, 2002 and 2001
to key officers and directors were $4,142 and $4,654, respec-
tively. During 2002, advances totaled $975 and repayments
totaled $1,487 on these loans.

MOTE 5 - PREVIISES AND EQUIPHENT

The components of premises and equipment at December 31
are as follows:

2002 2001
Land and buildings $ 7,421 $ 7,065
Furniture and equipment 2,689 2,561
Construction in progress 606 143
10,716 9,769

Less accumulated depreciation
and amortization 4,768 4,305
Total premises and equipment $ 5,948 $ 5,464

The Bank leases branch premises under operating leases which
expire at various dates through January 31, 2020. Rental expense
for leased premises was $160, $147 and $138 for 2002, 2001
and 2000, respectively, which is included in occupancy expense.

Minimum net rental commitments under noncancellable leases
having an original or remaining tetm of more than one year for
future years ending December 31 are as follows:

2003 $ 129
2004 69
2005 . 70
2006 62
2007 59
Thereafter 1,277

$1,666

Total minimum payments required

Certain leases contain renewal options from five to ten years
and escalation clauses based on increases in property taxes and
other costs.
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NOTE 6 - DEPOSITS

The composition of deposits at December 31 is as follows:

2002 2001
Demand deposits, non-interest bearing  $ 42,589 $ 40,533
NOW and money market accounts 117,358 105,937
Savings deposits 11,469 12,394
Time certificates, $100,000 or more 19,808 29,689
Other time certificates 36,139 43,268
Total $227,363 $231,821

Scheduled maturities of certificates of deposit for future years
ending December 31 are as follows:

2003 $48,995
2004 5,001
2005 1,270
2006 275
2007 395
Thereafter 11

$55,947

NOTE 7 - SHORT-TERM BORROWINGS

Securities sold under agreements to repurchase, federal funds
putchased, and treasury tax and loan deposits represent short-
term borrowings with maturities which do not exceed 90 days.
The following is a summary of such short-term borrowings for
the years ended December 31:

2002 2001 2000
Average balance
during the year $29,430 $17,172 $16,407
Average interest rate
during the year 1.9% 2.8% 4.1%
Maximum month-end
balance during the year 49,930 19,070 17,864
Balance at December 31:
Securities sold under agree-
ment to repurchase $48,059 $14,298 $13,867
Other 1,871 282 1,216
Weighted average interest
rate at December 31 1.9% 1.8% 3.9%

NOTE 8 - ERIPLOYEE BENEFITS

Effective January 1, 2002, the Bank terminated its 401(a) plan,
and adopted a 401(k) plan. The Bank’s 401(k) profit sharing

plan covers substantially all employees who have completed one
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year or more of service, except for executive officers who are
covered by a Supplemental Executive Retirement Plan. Conuri-
butions to the 401(k) profir sharing plan consist of employer
contributions {up to a maximum of 15% of employee salaries),
which are at the discretion of the Board of Directors. Total con-
tributions by the Bank to this plan in 2002 were $360. Total
contributions to the 401(a) plan in 2001 and 2000 were $377
and $360, respectively.

The Company has a discretionary bonus plan for all employees.
The amount of the bonus paid is determined at the end of the

year by the Board of Directors. The Company paid bonuses of
$265, $240 and $170 for the years ended December 31, 2002,
2001 and 2000, respectively.

NOTE 9 - INCOME TAXES

Income taxes are comprised of the following for the years ended
December 31:

2002 2001 2000
Current:
Federal $2,480 $2,251 $1,711
State 496 478 381
Deferred (benefir) (225) (194) 122
Total income taxes $2,751 $2,535 $2,214

The following is a reconciliation between the statutory and the
effective federal income tax rates for the years ended December 31:

2002 2001 2000
Percent Percent Percent
of Pre-tox of Pre-tax of Pre-tox

Amount  Income  Amount Income  Amount Income

Income tax
at statutory
rates $2,663 35.0% $2,297 35.0% $2,039 35.0%
Increase (decrease)
resulting from:
Tax-exempt
income (154) (2.0) (114) (1.7)  (113) (1.9)
State income
taxes, net of
federal income
tax effect 322 4.2 317 4.8 253 4.3
Earnings on
life insurance
policies (74) (1.0) (18) (.3) - -
Other (6) _ 53 .8 35 .6
Total income
tax expense  $2,751 36.2% $2,535 38.6% $2,214 38.0%
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The tax effects of temporary differences that give rise to signifcant
portions of deferred tax assets and liabilities at December 31 are:

2002 2001 2000
DEFERRED TAX ASSETS
Allowance for credit losses $ 938 $ 789 $ 589
Deferred compensation 75 30 33
Other - 1 4
Total deferred tax assets 1,013 820 626
DEFERRED TAX LIABILITIES
Accumulated depreciation (39) 4) (15)
Deferred income (66) (133) (122)
Unrealized gain on
securities available for sale (239) (167) (5)
Total defersed tax liabilities {(344) (304) (142)
Net deferred tax assets $ 669 $ 516 $ 484

Net deferred tax assets are included in other assets on the bal-
ance sheets.

NOTE 10 - CORMMITRMENTS AND CONTINGENCIES

The Bank is party to financial instruments with off-balance-
sheet risk in the normal course of business to meet the financ-
ing needs of its customers. These financial instruments include
commitments to extend credit and standby letters of credit.
These instruments involve, to varying degrees, elements of
credir risk in excess of the amount recognized in the consolid-
ated balance sheets.

The Bank’s exposure to credit loss in the event of nonperfor-
mance by the other party to the financial instrument for com-
mitments to extend credit and standby letters of credit is repre-
sented by the contractual amount of those instruments. The
Bank uses the same credit policies in making commitments
and conditional obligations as it does for on-balance-sheet
instruments. A summary of the Bank’s commitments at Dec-
ember 31 is as follows:

2002 2001
Commirments to extend credit:
Real estate secured $ 8,133 $ 2,140
Other 26,122 23,787
Total commitments to extend credit $34,255 $25,927
Standby letters of credit $2,300 - $2,537

Commitments to extend credit are agreements to lend to a cus-
tomer as long as there is no violation of any condition estab-
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lished in the contract. Since many of the commitments are ex-
pected to expire without being drawn upon, the total commit-
ment amounts do not necessarily represent future cash require-
ments. The Bank’s experience has been that approximately 70%
of loan commitments are drawn upon by customers. The Bank
evaluates each customer’s creditworthiness on a case-by-case basis.
The amount of collateral obtained, if deemed necessary by the
Bank upon extension of credit, is based on management’s credit
evaluation of the party. Collateral held varies, but may include
accounts receivable, inventory, property and equipment, residen-
tial real estate, and income-producing commercial properties.

The Bank has a credit facility with the Federal Home Loan
Bank of Seattle (FHLB) totaling 15% of assets. There were no
borrowings outstanding at December 31, 2002, 2001 or 2000.

The Bank has agreements with commercial banks for lines of
credit totaling $9,000, none of which was used at December
31, 2002 and 2001.

Standby letters of credit are conditional commitments issued by
the Bank to guarantee the performance of a customer to a third
party. Those guarantees are primarily issued to support public
and private borrowing arrangements. The credit risk involved
in issuing letrers of credit is essentially the same as that involved
in extending loan facilities to customers. Collateral held varies
as specified above, and is required in instances where the Bank
deems necessary.

Because of the nature of its activities, the Company is subject
to various pending and threatened legal actions which arise in
the ordinary course of business. In the opinion of management,
liabilities arising from these claims, if any, will not have a mate-
rial effect on the financial position of the Company.

NOTE 11 - SIGNIFICANT CONCENTRATIONS OF CREDIT RISK

Most of the Bank’s business activity is with customers located
in the State of Oregon. Investments in state and municipal
securities involve governmental entities primarily within the
State. Loans are generally limited, by state banking regulations,
to 15% of the Bank’s shareholder’s equity, excluding accumu-
lated other comprehensive income (loss) for loans not fully
secured by a first lien on real estate, and 25% for loans fully
secured by a first lien on real estate.

NOTE 12 - CASK DIVIDEND REINVESTMENT PLAN

In July 1997, the Company instituted a dividend reinvestment
plan which allows for 50% or 100% of the cash dividends to
be reinvested in shares of Company common stock based upon
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shareholder election. Under the plan, 1,575,000 shares are
aurthorized for dividend reinvestment, of which 214,213 shares
have been issued through December 31, 2002.

NOTE 13 - STOCK OPTIONS

EMPLOYEE STOCK OPTION PLAN

Under the Company’s qualified incentive stock option plan, the
Company may grant incentive options for up to 1% of issued
and outstanding shares of its common stock to certain key em-
ployees (as of December 31, 2002, 49,768 shares remain avail-
able for grant). The exercise price of each option equals the fair
market value of the Company’s stock on the date of grant, and
an option’s maximum term is ten years. All options granted vest
over a four-year period at 25% per year.

The fair value of each option grant is estimated on the date of
grant, based on the Black-Scholes option pricing model and
using the following weighted-average assumptions:
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The following summarizes information about stock options out-
standing and exercisable at December 31, 2002:

2002 2001 2000
Dividend yield 3.00% 2.55% 3.09%
Expected life 10 years 10 years 10 years
Risk-free interest rate 4.13% 5.15% 5.24%
Expected volatility 24% 17% 13%

The weighted average fair value of options granted during 2002,
2001 and 2000 was $6.32, $4.80 and $3.99, respectively.

A summary of the status of the Company’s stock option plan as
of December 31, 2002, 2001 and 2000, and changes during the
years ending on those dates, is presented below:

2002 2001 2000
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise

Shares Pric Shares  Price Shares  Price

Outstanding
at beginning
of year 82,000 $13.16 46,000 $12.08 14,500 $13.00
Granted 36,125 12.50 36,500 14.50 31,500 11.65
Forfeited (4,525) 13.17  (500) 11.50 - -
Exercised (124) 11.50 - - - -

Ourstanding at
end of year 113,476 $12.95 82,000 $13.16 46,000 $12.08

Options exercisable
at year-end 33,370 $12.80 15,000 $12.30 3,625 $13.00

Weighted
Average Weighted Weighted
Range of Remaining Average Average
Exercise  Number Contractucl Exercise  Number Exercise
Prices  Outstanding  Life (Years) Price Exercisable Price
$11.00 -
$12.50 63,001 9.20 $12.07 13,376 $11.50
$13.00 -
$14.50 50,475 8.40 $14.05 19,994 $13.67

NOTE 14 - SUPPLEMENTAL EXECUTIVE RETIRERMENT PLAN

In October 2001, the Company adopted a Supplemental
Executive Retirement Plan (SERP) covering certain manage-
ment personnel. The post-retirement benefit provided by the
SERP is designed to supplement a participating officer’s retire-
ment benefits from social security, in order to provide the offi-
cer with a certain percentage of final average income at retire-
ment age. Compensation expense related to this plan totaled
$101 and $23 in 2002 and 2001, respectively.

Benefits to employees may be funded by life insurance policies,
which had a cash surrender value of $3,769 and $3,552 at
December 31, 2002 and 2001, respectively. Liabilities to em-
ployees, which will be accrued over their expected time to re-
tirement, were $124 and $23 at December 31, 2002 and 2001,
respectively.

NOTE 15 - STOCK PURCHASE PLAN

In July 2001, the Company initiated a stock repurchase plan
for the purchase of 209,475 shares of its common stock. As of
December 31, 2002, 167,002 shares had been repurchased.
The plan will remain in place until all the authorized shares
have been repurchased.

NOTE 16 - REGULATORY RATTERS

The Company and the Bank are subject to various regulatory
capital requirements administered by the federal banking agen-
cies. Failure to meet minimum capital requirements can initiate
certain mandatory, and possibly additional discretionary actions
by regulators that, if undertaken, could have a direct material
effect on the Company’s financial statements. Under capital
adequacy guidelines on the regulatory framework for prompt
corrective action, the Bank must meet specific capital adequacy
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guidelines that involve quantitative measures of the Bank’s
assets, liabilities, and certain oft-balance-sheet items as calculaced
under regulatory accounting practices. The Bank’s capital classi-
fication is also subject to qualitative judgments by the regulators
about components, risk weightings and other facrors.

Quantitative measures established by regulation to ensure capi-
tal adequacy require the Company and the Bank to maintain
minimum amounts and ratios (set forth in the table below)

of Tier 1 capital (as defined in the regulations) to total average
assets (as defined), and minimum ratios of Tier 1 and total capi-
tal (as defined) to risk-weighted assets (as defined). Manage-
ment believes, as of December 31, 2002, that the Company
and the Bank meet all capital requirements to which they are
subject.

As of December 31, 2002, the most recent notification from
the Bank’s regulator categorized the Bank as well capitalized
under the regulatory framework for prompt corrective action.
To be categorized as well capitalized, the Bank must maintain
minimum total risk-based, Tier 1 risk-based, and Tier 1 leverage
ratios as set forth in the table. There are no conditions or events
since that notification that management believes have changed
the institutions category.

The Company’s and the Bank’s actual capital amounts and
ratios are also presented in the table:

To be Well
Copitalized
Under Prompt
Capital Corrective
Adequacy Action
Actual Purposes Pravisions
Amount  Ratio Amount  Ratio  Amount  Rafio

DECEMBER 31, 2002
Tier 1 capital
(to average assets):
Consolidated
$31,847 10.25% $12,463 4.00% N/A N/A
Bank 31,779 10.23 12,463 4.00 $15,539 5.00%

Tier 1 capital
(to risk-weighted assets):

Consolidated
31,847 15.24 8,359  4.00 N/A N/A
Bank 31,779  15.21 8,359 4.00 12,535 6.00
Total capital
(to risk-weighted assets):
Consolidated

34,393  16.46 16,718  8.00 N/A N/A
Bank 34,325 16.43 16,718 8.00 20,891 10.00

nofes fo consolidaied financicl siotements

To be Well
Capitalized
Under Prompt
Capital Corrective
Adequacy Action
Actual Purposes Provisions
Amount  Ratio Amount  Ratio  Amount  Raiio

DECEMBER 31, 2001
Tier 1 capital
(to average assets):
Consolidated
$29,113 10.48% $11,153 4.00% N/A N/A
Bank 28,979 10.46 11,085 4.00 $13,856 5.00%

Tier 1 capital
(to risk-weighted assets):

Consolidated
29,113 15.08 7,736 4.00 N/A N/A
Bank 28,979 15.01 7,722 4.00 11,583 6.00
Total capital
(to risk-weighted assets):
Consolidated

31,259 16.19 15,472 8.00 N/A N/A
Bank 31,125 16.12 15,444 8.00 19,305 10.00

RESTRICTIONS ON RETAINED EARNINGS

At December 31, 2002, there were no restrictions on the
Company’s or the Bank’s retained earnings regarding payment

of dividends.

NOTE 17 - CONDENSED FINANCIAL INFORMATION
PARENT COMPANY ONLY

CONDENSED BALANCE SHEETS - DECEMBER 31

2002 2001
ASSETS
Cash $ 1,850 $ 1,633
Investment in Bank 32,262 29,390
Other " 56 22
Total assets $34,168 $31,045
LIABILITIES AND SHAREHOLDERS' EQUITY
Liabilities
Dividends payable $ 1,838 $ 1,521
Shareholders’ Equity 32,330 29,524
Total liabilities and shareholders’ equity $34,168 $31,045



December 31, 2002 and 2001

(CNDENSED STATEMENTS OF INCOIME - YEARS ENDED DECEMBER 31

2002 2001 2000

INCOME
Dividend income from Bank  $2,742 $2,339 $1,628
EXPENSES
Amortization and other expense 100 110 93
Income before

income tax benefit 2,642 2,229 1,535
INCOME TAX BENEFIT 34 42 47

Income before equity

in undistributed

income of subsidiary 2,676 2,271 1,582
EQUITY I UNDISTRIBUTED
INCOME OF SUBSIDIARY 2,182 1,757 2,030
Net income $4,858 $4,028 $3,612

CONDENSED STATEMENTS OF CASH FLOWS - YEARS ENDED DECEMBER 31

2002 2001 2000
CASH FLOWS FROM
OPERATING ACTIVITIES
Net income $4,858 $4,028 $3,612
Adjustments to reconcile
net income to net cash
provided by operating activities:
Amortization - 2 6
Equity in undistributed
income of subsidiary (2,182) (1,757) (2,030)
Other - net 33 127 2
Net cash provided
by operating activities 2,709 2,400 1,590
(ASH FLOWS FROM
INVESTING ACTIVITIES
Investment in Bank (645) (569) (217)
CASH FLOWS FROM
FINANCING ACTIVITIES
Cash dividends paid (876) (921) {(1,268)
Exercise of stock options 1 - -
Repurchase of commen stock (972) (869) -
Net cash used in
financing activities (1,847) (1,790) (1,268)
Net increase in cash 217 41 105
(ASH
Beginning of year 1,633 1,592 1,487
End of year $1,850 $1,633 $1,592
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NOTE 18 - FAIR VALUES OF FINANCIAL [NSTRUMENTS

The estimated fair values of the Company’s financial instru-
ments at December 31 were as follows:

20062 2001
Carrying Fair Carrying Foir
Amount Value Amount Yolue

FINANCIAL ASSETS
Cash and due from
banks, interest bearing
deposits with banks  $ 34,556 $ 34,556 § 26,771 $ 26,771

Securities

available for sale 74,178 74,178 56,932 56,932
Securities held

to maturity 11,037 11,571 10,051 10,244
Federal Home

Loan Bank stock 373 373 846 846

Loans receivable, net 178,333 180,050 171,196 171,557
Accrued interest

receivable 2,356 2,356 2,087 2,087
FINANCIAL LIABILITIES

Deposits $227,363 $227,609 $231,821 $232,334
Short-term borrowings 49,930 49,930 14,580 14,580
Accrued interest payable 94 94 209 209

The Bank assumes interest rate risk (the risk that general inter-
est rate levels will change) as a result of its normal operations.
As a result, the fair values of the Bank’s financial instruments
will change when interest rate levels change, and that change
may either be favorable or unfavorable to the Bank. Manage-
ment attempts to match maturities of assets and liabilities to
the extent believed necessary to minimize interest rate risk.
However, borrowers with fixed rate obligations are less likely
to prepay in a rising rate environment and more likely to prepay
in a falling rate environment. Conversely, depositors who are
receiving fixed rates are more likely to withdraw funds before
maturity in a rising rate environment and less likely to do so
in a falling rate environment. Management monitors rates and
maturities of assets and liabilities, and attempts to minimize
interest rate risk by adjusting terms of new loans and deposits,
and by investing in securities with terms that midgate the
Bank’s overall interest rate risk.
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NOTE 19 - COMPREHENSIVE INCOME

Net unrealized gains and losses are as follows for the years

ended December 31:

Before-Tax Tax Net-of-Tax
Amount Expense Amount

2002
Unrealized holding gains

arising during the year $284 $109 $175
Less reclassification

adjustments for gains

realized in net income (100) (37) (63)
Net unrealized gains $184 $ 72 $112
2001
Unrealized holding gains

arising during the year $722 $282 $440
Less reclassification

adjustments for gains

realized in net income (306) (120) (186)
Net unrealized gains $416 $162 $254
2000
Unrealized holding gains

arising during the year $686 $304 $382
Less reclassification

adjustments for gains

realized in net income - - -
Net unrealized gains $686 $304 $382

NOTE 20 - EARNINGS PER SHARE DISCLOSURES

Following is information regarding the calculation of basic and
diluted earnings per share for the years indicated.

Net Income Shares Per Share
{Numerator) {Denominator) Amount
YEAR ENDED DECEMBER 31, 2002
Basic earnings per share:
Net income $4,858 4,111,118 $1.18
Effect of dilutive securities:
Options - 1,821 -
Diluted earnings per share:
Net income $4,858 4,112,939 $1.18
YEAR ENDED DECEMBER 31, 2001
Basic earnings per share:
Net income $4,028 4,159,507 $.97
Effect of dilutive securities:
Options - ~ -
Diluted earnings per share:
Net income $4,028 4,159,507 $.97

nofes to consolidated finencial stalements

Net Income Shores Per Share
(Numerator) (Denominator} Amount
YEAR ENDED DECEMBER 31, 2000
Basic earnings per share:
Net income $3,612 4,135,887 $.87
Effect of dilutive securities:
Options - 1,481 -
Diluted earnings per share:
Net income $3,612 4,137,368 $.87
NOTE 21 - CUARTERLY DATA (UNAUDITED)
First Second Third Fourth
Quarter Quarter CGuorter Quarfer
YEAR ENDED DECEMBER 31, 2002
Interest income $4,317 $4,410 $4,492 $4,356
Interest expense (900) (828) (847) (747)
Net interest income 3,417 3,582 3,645 3,609
Provision for
credit losses (63) (84) (167) (310)
Noninterest income 799 996 1,017 961
Noninterest expenses (2,278) (2,516) (2,399 (2,600)
Income before
income taxes 1,875 1,978 2,096 1,660
Income taxes (753) (657) (750) (591)
Net income $1,122 $1,321 $1,346 $1,069
Basic and Diluted
Earnings Per
Common Share $.27 $.32 $.33 $.26
YEAR ENDED DECEMBER 31, 2001
Interest income $4,685 $4,749 $4,730 $4,591
Interest expense (1,641) (1,528) (1,408) (1,097)
Net interest income 3,044 3,221 3,322 3,494
Provision for
credit losses (123) (123) (123) (364)
Noninterest income 741 753 775 1,127
Noninterest expenses (2,238) (2,292) (2,286) (2,365)
Income before
income taxes 1,424 1,559 1,688 1,892
Income taxes (478) (628) (710) (719)
Net income $ 946 $ 931 $ 978 $1,173
Basic and Diluted
Earnings Per
Common Share $.23 $ .22 $.24 $ .28




BOARD OF DIRECTORS
CITIZENS BANCORP
CORVALLIS, OREGON

We have audited the accompanying consolidated balance sheets of Citizens Bancorp and
Subsidiary as of December 31, 2002 and 2001, and the related consolidated statements of
income, shareholders’ equity and cash flows for the years then ended. These consolidated finan-
cial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these consolidated financial statements based on our audits. The consoli-
dated financial statements of Citizens Bancorp and Subsidiary for the year ended December 31,
2000 were audited by Knight Vale & Gregory PLLC, independent accountants, whose members
became partners of McGladrey & Pullen, LLP on September 1, 2001. Knight Vale & Gregory

PLLC’s report, dated January 11, 2001, expressed an unqualified opinion on those statements.

We conducted our audits in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain reason-
able assurance about whether the consolidated financial statements are free of material misstare-
ment. An audit includes examining, on a test basis, evidence supporting the amounts and dis-
closures in the consolidated financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our

opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all mate-
rial respects, the financial position of Citizens Bancorp and Subsidiary as of December 31, 2002
and 2001, and the results of their operations and their cash flows for the years then ended, in

conformity with accounting principles generally accepted in the United States of America.

%&%MZ&%//@/@/ Lo~

Tacoma, Washington
January 17, 2003
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Selected Financdal Date

{In thousands, except share data)
The following selected financial data should be read in

conjunction with the Company’s consolidated financial
statements and accompanying notes presented herein.

% increase

{decrease)

Year ended December 31, 2002 2001 2001 10 2002 1999 1998

EARNINGS

Total interest income $ 17,575 $ 18,755 (6.29%) $ 17,023 $ 16,947

Total interest expense 3,322 5,674 (41.45%) 6,046 5,917

Net interest income 14,253 13,081 8.96% 10,977 11,030

Provision for credit losses 624 733 (14.87%) 264 236

Net interest income after

provision for credit losses 13,629 12,348 10.37% 10,713 10,794
| Total non-interest income 3,773 3,396 11.10% 2,672 2,403 2,226
| Total non-interest expense 9,793 9,181 6.67% 8,587 8,079 7,153
‘r Income before taxes 7,609 6,563 15.94% 5,826 5,037 5,867
} Income taxes 2,751 2,535 8.52% 2,214 1,783 2,027
| Net income $ 4,858 $ 4,028 20.61% $ 3,612 $ 3,254 $ 3,840
PER COMMON SHARE {1}

Net income $ 1.18 $ 97 21.65% $ .87 $ .79 $ 94

Cash dividends 45 .37 21.62% 36 .36 34

Book value 7.92 7.19 10.15% 6.54 5.90 5.53

PERIOD END BALANCES

Total assets $312,639 $278,529 12.25% $244,380 $239,606 $233,978

Ner loans 178,333 171,196 4.17% 158,920 139,123 130,707

Deposits 227,363 231,821 (1.92%) 200,960 194,350 188,235

Repurchase agreements 48,059 14,298 336.12% 12,651 13,425 16,299

Shareholders’ equity 32,330 29,524 9.50% 27,063 24,342 22,585

PERFORMANCE RATIOS

Return on Average Assets 1.64% 1.48% 1.52% 1.36% 1.83%

Return on Average Equity 15.32% 13.76% 13.75% 13.22% 17.64%

Average Assets to

Average Equity 10.73% 10.74% 11.03% 10.29% 10.36%
Efficiency Ratio (2) 53.63% 55.03% 57.01% 59.57% 53.44%

(1) Per share amounts and the average number of shares outstanding have been restated for stock repurchases in 2002 and 2001, a stock dividend
of 5% in 1999, a 2-for-1 stock split in 1998, and stock dividends reinvested.

(2) Includes tax equivalent adjustments related to income on securities that is exempt from federal taxes. The federal statutory rate used was 34%.




Menagement’s Discussion and Analysis

OVERVIEW

Citizens Bancorp (“the Company”}, an Oregon Corporation
and financial bank holding company, was formed in 1996

for the purpose of becoming the holding company of Citizens
Bank (“the Bank”). The Company is headquartered in Corvallis,
Oregon. Its principal business activities are conducted through
its full-service, commercial bank subsidiary, Citizens Bank. The
Company has no current plan to engage in any of the financial
activities permissible for a financial holding company under
Gramm-Leach-Bliley Financial Services Modernization Act.

The Company operates through a two-tiered corporate struc-
ture. At the holding company level the affairs of the Company
are overseen by a Board of Directors elected by the shareholders
of the Company at the annual meeting of shareholders. The
business of the Bank is overseen by a Board of Direcrors elected
by the Company, the sole owner of the Bank. As of December
31, 2002, the respective members of the Board of Directors

of the Bank and the Board of Directors of the Company are
identical.

The Company is authorized to issue up to 10,000,000 shares
of common stock, no par value. The Company has registered
1,575,000 shares for issuance under its Dividend Reinvestment
Plan, of which 214,213 shares had been issued thereunder as

of December 31, 2002, As of December 31, 2002 there were a
total of 4,084,210 shares of the Company common stock issued
and outstanding. Citizens Bank is the registered transfer agent
for the Company’s common stock.

Citizens Bank was chartered October 1, 1957 (charter #333) by
the State of Oregon as 2 commercial bank. Since its beginning
with a single office in Corvallis, Citizens Bank has expanded to
an additional ten locations in the five counties of Benton, Linn,
Lane, Yamhill, and Polk. Branches are located in the communi-
ties of Corvallis, Philomath, Albany, Junction City, Veneta,
McMinnville, Harrisburg, and Dallas.

The Company’s culture focuses on the tenets of collaborative
leadership, branch autonomy, assertive business development,
a positive working environment, a commitment to the commu-
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nity, outstanding customer service, and relationship banking.
Management believes that a healthy corporate culture together
with a progressive management style will result in constantly
improved shareholder value.

The Company’s primary goal is to improve shareholder value
through increased earnings while maintaining a high level of
safery and soundness. The Company is committed to independ-
ence and long-term performance strategies. As a result of its
corporate culture, the Company continues to show good per-
formance as evidenced by the five-year history of growth in the
following selected areas:

(Thousands) 2002 2001 2000 1999 1998
Net Income $4,858 $4,028 $3,612 $3,254  $3,840
Return on

Average Equity 15.32%  13.76% 13.75% 13.22% 17.64%
Return on

Average Assets  1.64%  1.48%  1.52%  1.36% 1.83%
Average Equiry

to Average

Assets 10.73%  10.74% 11.03% 10.29% 10.36%
Dividend Payout

Ratio 37.83% 37.76% 41.25% 45.64% 36.48%
Total Loans

{net) $178,333 $171,196 $158,920 $139,123 $130,707
Total Deposits ~ $227,363  $231,821 $200,960 $194,350 $188,235
Total Assets $312,639 $278,529 $244,380 $239,606 $233,978
Total Equity $32,330  $29,524 $27,063 $24,342 $22,585

The long-term benefit to the Company of its cultural and man-
agement style is consistent growth and development of the Bank
over time. Management believes the Bank’s risk levels have been
reduced because of the Bank’s expertise in loan, investment, oper-
ational, human resource, and technology management.

The Company’s primary marker focus is to provide commercial
bank services to businesses, professionals, and individuals. The
Company emphasizes the development of meaningful customer
relationships and a high level of service. Its employees are well-
trained banking professionals who are committed to these
objectives.
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The Bank offers deposit accounts, safe-deposit boxes, consumer
loans, commercial loans, agricultural loans, and commercial and
residential real estate Joans. Commercial loans include operating
lines of credit, equipment and real estate financing, capital
needs, and other traditional financing products.

The Bank has a growing emphasis in financing farm operations,
equipment, and property. The Bank has also emphasized loans
to professionals with its professional line of credit products.
The Bank’s loan portfolio has some concentrations in real estate
secured loans, primarily commercial properties.

Deposit products include regular and “package” checking
accounts, savings accounts, certificates of deposit, money mar-
ket accounts, and IRA accounts. In addition, the Bank actively
markets its repurchase agreement product to corporate custo-
mers. The Bank offers a check card, check guarantee card, ATM
card as well as a MasterCard and VISA card as part of its retail
banking services. The Bank operates a residential mortgage loan
origination department that originates loans and sells them into
the secondary marker.

The Bank offers extended banking hours in selected locations
as well as Saturday banking. ATM machines are also available
at eleven (11) locations offering 24-hour transaction services,
including cash withdrawals, deposits, account transfers, and
balance inquiries. The Bank also offers its customers a 24-hour
automated telephone service that offers account transfers and
balance inquiries.

The Bank, in a continuing effort to meet its customers’ needs,
has successfully implemented an on-line banking product. The
on-line banking product offers services to both individuals and
business account customers. Business customers have a compre-
hensive cash management option. All online users have the
availability of the “bill payment” feature. The Bank expects to
continually enhance its on-line banking product while maintain-
ing its quality “people to people” customer service. The Bank’s
on-line banking can be reached at www.CitizensEBank.com.

The Bank opened its eleventh branch in the community of
Dallas, Oregon on October 28, 2002. The Dallas Branch is
located at 583 SE Jefferson Street in a temporary facility. Con-
struction of the permanent building commenced in January
2003, with completion anticipated sometime in the third
quarter of 2003. The Company anticipates the Branch will
have strong market penetration in Dallas by providing out-
standing banking services by the experienced branch staff.

Management and the Board of Directors recently approved

the closure of the Bank’s University Branch located at 855 NW
Kings Blvd., Corvallis, Oregon on January 31, 2003. The leased
facility in which the Branch was operating is in disrepair. The
Bank was unable to renegotiate the lease terms in order to eco-
nomically support the extensive and necessary repairs. Alterna-
tive sites in the vicinity of the University Branch were pursued
to no avail. Total deposits in this branch at January 31, 2003
were $14.2 million. Two other existing branches are located
within a 1.6-mile radius of the University Branch and can fully
service the University Branch customers. All existing University
Branch employees will be reassigned within the Bank.

CRITICAL ACCOUNTING POLICIES AND ESTIRIATES

Our financial statements are based on the selection and applica-
tion of significant accounting policies which require manage-
ment to make significant estimates and assumptions (see Note

1 to the consolidated financial statements). We believe that cthe
following is one of the more critical judgment areas in the ap-
plication of our accounting policies that currently affect our
financial condition and results of operations.

ALLOWANCE FOR CREDIT LOSSES

The allowance for credit losses is established through a provi-
sion for credit losses charged to operations. The allowance for
credit losses is a significant estimate and management and the
Board of Directors regularly evaluate its adequacy by consider-
ing a number of factors, including, among other things, current




loan grades and delinquency trends, historical loss rates, changes
in the composition of the loan portfolio, overall portfolio quali-

ty, industry concentrations, and current economic factors and
the effect of those factors on a borrower’s repayment ability.
The use of different estimates or assumptions could produce
different provisions for credit losses. In addition, the allowance
for credit losses is also subject to regulatory supervision and
examination.

RESULTS OF OPERATIONS

NET INCOME

For the three years ended December 31, 2002, the Company’s
net income was $4.858 million, $4.028 million, and $3.612
million, respectively. 2002 net income increased $.830 million
or 20.6% as compared to 2001, which increased $.416 million
or 11.5% over 2000. The Company’s increased net income in
2002 is primarily due to a decrease in interest expense and

an increase in non-interest income. The decrease in interest
expense was directly related to the reduction in interest rates
by the Federal Reserve Bank over the last year. The increase

in non-interest income in 2002 was the result of an increase in
service charges on deposit accounts associated with the growth
in the number of customer relationships, increased earnings
from bank-owned life insurance policies, increased income
from Bankcard as a result of increased product usage and cus-
tomer relationships and fee income from increased production
by the Bank’s mortgage department. The decrease in interest
income was primarily a result of lower interest rates in both
the loan and investment portfolio due to the lower rate envir-
onment as compared to 2001.

The average rate on loans for 2002, 2001, and 2000 was 8.1%,
9.0%, and 9.6%, respectively. The net decrease in the average
loan yield was due to the continuing reduction of market rates
in 2002. Management believes that the customer relationships
developed by its experienced loan officers contributed to the
increase in loan volumes in 2002.
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The decrease in the investment portfolio income was due to the
reinvestment of maturing securities in lower yielding securities

as a result of the lower rate environment.

Increases in loan and security volumes wete the primary reasons
for the increase in average earning assets in 2002. Average yields
on earning assets for 2002, 2001, and 2000 were 6.6%, 7.9%,
and 8.5%, respectively.

INTEREST INCOME

Interest income totaled $17.6 million for the year ended
December 31, 2002, a 6.3% decrease over the $18.8 million
for 2001, which was a 1.7% increase over the $18.4 million
for 2000. The 2002 decrease was primarily due to decreased
rates on loans and investment securities due to the impact of
rate decreases during the year, which negarted any increases in
earnings from growth in volumes. The increase in 2001 was
primarily due to increased loan volumes.

INTEREST EXPENSE

Interest expense for the year ended December 31, 2002 was
$3.3 million, a 41.5% decrease over the $3.7 million expense
for 2001, which was 2 9.1% decrease over the $6.2 million
expense for 2000. The decrease in 2002 was due to deposit
rate decreases and a decrease in time deposit balances, while in
2001 decreases were due to deposit rate decreases which offset
the increase resulting from higher levels of deposits.

WET INTEREST INCOME

Net interest income for the years 2002, 2001, and 2000 was.
$14.3 million, $13.1 million, and $12.2 million, respectively.
Additionally, for the same periods beginning with 2002, net
interest margins, on a tax equivalent basis, were 5.3%, 5.5%,
and 5.6%, respectively. Despite an increase in volumes, the
decrease in the net interest margin from 2000 to 2001 and from
2001 to 2002 was primarily due to the reduced average rates
carned on loans and investment securities, which had a greater
impact than the reduced cost of deposits.
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The following table sets forth, for the periods indicated, interest income and interest expense with the resulting average yield or rate by category of
average earning assets and average interest bearing liabilities.

AVERAGE BALANCES AND TAX-EQUIVALENT NET INVEREST MARGIN

Year Ended December 31, 2002 2001 2000
AVERAGE  INT. INCOME  AVG. RATE AVERAGE  INT. INCOME  AVG. RATE AVERAGE  INT. INCOME AVG. RATE

(In thousands) BALANCE (EXPENSE)  EARNED/PAID BALANCE (EXPENSE)  EARNED/PAID BALANCE (EXPENSE)  EARMED/PAID
ASSETS
Loans (2) $177,795 $ 14,428 8.11% $167,842 $ 15,075 8.98% $ 151,164 $ 14,470 9.57%
Investment securities:

Taxable 63,619 2,386 3.75% 51,447 2,777 5.40% 57,490 3,333 5.80%

Tax-exempt (1) 10,757 702 6.53% 9,013 600 6.66% 8,418 571 6.78%

Total Investment

Securities 74,376 3,088 4.15% 60,460 3,377 5.59% 65,908 3,904 5.92%

Interest bearing

deposits in banks and

federal funds sold 17,466 298 1.71% 12,520 507 4.05% 3,393 256 - 7.54%
Total earning assets 269,637 17,814 6.61% 240,822 18,959 7.87% 220,465 18,630 8.45%
Cash and due from banks 14,014 23,302 6,608
Premises and

equipment - net 5,531 5,396 5,197
Other assets 8,243 4,761 7,185
Allowance for credit losses  {2,280) (1,751) (1,302)

Total $295,145 $272,530 $238,153

LIABILITIES AND SHAREHOLDERS” EQUITY

Deposits:
Savings, MMDA,
NOW $ 126,675 (773) 61% $ 108,234 (1,472) 1.36%  $ 102,738 (2,163) 2.11%
Time 66,350 (1,997) 3.01% 72,837 (3,712) 5.10% 62,103 (3,401) 5.48%
Total interest-
bearing deposits 193,025 (2,770) 1.44% 181,071 (5,184) 2.86% 168,841 (5,564) 3.30%
Repurchase agreements 28,398 (536) 1.89% 16,002 (449) 2.81% 14,163 (527) 3.72%
Other borrowings 1,032 (16) 1.55% 1,170 (41) 3.50% 2,244 (150) 6.73%
Total interest-
bearing liabilities 222,455 (3,322) 1.49% 198,243 (5,674) 2.86% 181,248 (6,241) 3.44%
Demand deposits 38,983 32,062 29,264
Other liabilities 2,009 12,944 1,377
Shareholders’ equity 31,698 29,281 26,264
Total $295,145 $272,530 $238,153
Net interest income (1) $ 14,492 $ 13,285 $ 12,389
Interest income as a %

of avg. earning assets 6.61% 7.87% 8.45%
Interest expense as a %

of avg. earning assets 1.24% 2.36% - 2.83%
Net interest margin 5.37% 5.52% 5.62%

(1) Includes taxable equivalent adjustments related to income on securities that is exempt from federal income taxes.
The federal statutory rate was 34%.

(2) For purposes of these calculations, nonaccrual loans are included in the average loan balance outstanding.
Loan fees and late charges of $719, $567, and $423 are included in interest income for 2002, 2001 and 2000.




NET INTEREST INCOME AFTER PROVISION FOR CREDIT LOSSES

Net interest income after provision for credit losses was $13.6
million at December 31, 2002, $12.3 million at December 31,
2001, and $11.7 million at December 31, 2000. Total provi-
sion for credit losses for the three years ending December 31,
2002 was $624,000, $733,000, and $454,000, respectively.
The Company decreased the 2002 provision for credit losses
based on its analysis of probable losses in the loan portfolio
derived from the loan grading system and the loss analysis

of impaired loans as of December 31, 2002. Charge-offs of
$237,000, $101,000, and $78,000 were realized in 2002, 2001,
and 2000, respectively. Recoveries were $13,000, $4,000, and
$63,000 during the same periods. Historically, the Company’s
loan charge-off levels have been very low compared to its peers.
Management attributes part of the increases in charge-offs to
what would be expected as a result of growth in the loan
portfolio. Management will continue to monitor and analyze
charge-off levels closely. Management’s assessment of the
allowance for credit losses includes various factors such as
current delinquent and non-performing loans, historical anal-
ysis of credit loss experience, knowledge of the present and
anticipated economic future of the market area, and loan
grades. Management believes the high quality of the loan port-
folio reflects the Bank’s strong internal controls, excellent loan
policy standards, experienced loan officers and conservative
underwriting practices. Management believes the allowance
for credit losses at December 31, 2002 of $2.5 million is
adequate. The allowance for credit losses to total loans at
December 31, 2002, 2001, and 2000 respectively was 1.40%,
1.24%, and .95%.

NON-INTEREST INCOME

Non-interest income was $3.8 million for the year ended
December 31, 2002, an 11.1% increase from $3.4 million in
2001, which was 27.1% higher than the $2.7 million in 2000.
These increases are due to increased income from the Bank’s
investment in bank-owned life insurance, which was purchased
in the last half of 2001, continuing increases in service charges
resulting from a fee program implemented in 2000, heightened
customer fee income, and improved Bankcard income, which
is primarily a function of increased volumes of accounts. The
increases were also a result of increased revenue from the Bank’s
mortgage loan origination activities.
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NON-INTEREST EXPENSE

Non-interest expenses consist primarily of employee salaries

and benefits, occupancy, data processing, Bankcard services,
office supplies, professional services and other non-interest
expenses. Overall increases are a result of the Company’s
increased volume, management’s emphasis on business
development, start-up cost associated with the new branches

in Harrisburg, which opened in July 2001, and in Dallas, which
opened in October 2002, and higher levels of marketing, and
staff training expenses.

Non-interest expense was $9.8 million for the year ended
December 31, 2002, an increase of $.6 million (6.7%) from
the year ended December 31, 2001, which was an increase of
$.6 million (6.9%) over the period ended December 31, 2000.

Ac the end of 2002, the Company employed 129 full time equi-
valent employees compared to 120 at the end of 2001 and 121
at the end of 2000. The primary increase in 2002 was due to the
staffing of the new branch in Dallas and the hiring of a training
officer. The decrease in 2001 was due to the timing of employ-
ment hiring. The Company has continued to increase staff pro-
ductivity through training, education, and hiring practices.

INCOME TAXES

Income tax expense for 2002 was $2.8 million or 36.2%
of income before taxes, 2001 was $2.5 million or 38.6% of
income before taxes, and 2000 was $2.2 million or 38.0%
of income before taxes.

SHAREHOLDERS' EQUITY

Shareholders’ equity increased to $32.3 million at December
31, 2002, from $29.5 million in 2001 and $27.1 million in
2000. This increase reflects net income of $4.9 million, other
comprehensive income of $.1 million and $.6 million from
the dividend reinvestment plan. These increases were primarily
offset by a cash dividend declared of $1.8 million and share
repurchases totaling $1.0 million. The Company’s average
shareholders’ equity, as a percentage of average assets, was
10.7% for the year ended December 31, 2002, 10.7% for the
year ended December 31, 2001, and 11.0% for the year ended
December 31, 2000.
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ASSET/LIABILITY MANAGEMENT AND INTEREST RATE SENSITIVITY

The Company’s results of operations are largely dependent on
its ability to manage net interest income. The principal purpose
of asset-liabilicy management is to manage the Bank’s sources
and uses of funds under various interest rate and economic con-
ditions in order to stabilize net income and minimize risk.

The Bank analyzes its interest rate risk by simulation modeling
and by traditional interest rate gap analysis. The model analyzes
the Bank’s current position and anticipated future results based
on assumptions and estimations that management deems rea-
sonable, although actual results may vary substantially.

The main component of asset-liability management is the man-
agement of the Bank’s interest rate sensitivity and market risk.
Interest-rate sensitivity is defined as the volatility in earnings
resulting from changes in interest rates and/or the mismatch

of repricing intervals between assets and liabilities. The Bank’s
management attempts to manage its assets and liabilities to
maximize earnings growth by minimizing the effects of chang-
ing market rates, asset and liability mix, and prepayment trends.
This is a2 “balanced position” strategy, which lessens the volacility
in interest income. Management actively manages the relation-
ship between its interest rate sensitive assets and interest rate
sensitive liabilities.

If assets and liabilities do not mature or reprice simultaneously,
and in equal amounts, a gap is present and exposure to interest
rate risk exists. An interest rate sensitivity gap occurs when there
is a different amount of rate sensitive assets than rate sensitive
liabilities scheduled to reprice over the same period of time. The
gap is considered positive when rate sensitive assets exceed rate
sensitive liabilities, and negative when rate sensitive liabilities
exceed rate sensitive assets. During a period of rising interest
rates, a negative gap would generally tend to adversely impact
net interest income while a positive gap would generally tend to
result in an increase in net interest income. During a petiod of
declining interest rates, a negative gap would generally tend to
result in increased net interest income, while a positive gap
would generally tend to adversely affect net interest income.

The following table sets forth the interest rate sensitivity of

the Bank’s assets and liabilities over various contracted repricing
periods and maturities as of December 31, 2002. Certain short-
comings are inherent in the traditional gap analysis presented
in the table. For instance, although certain assets and liabilities
may have similar repricing periods or maturities, historically
they have been proven to react in different timings and degree
to changes in market interest rates. Additionally, loan repay-

ments and early withdrawals of certificates of deposits could
cause the interest sensitivities to vary from those, which appear

in the table.

December 31, 2002 (in thousands)

0-3
months

36
months

6-12
months

1-5
years

Over 5

years Toial

INTEREST
EARNING-
ASSETS
Interest
Bearing
Deposits
Loans
Investments

$16,834
9,664
1,995

Total
Interest-
Earning
Assets $28,493
INTEREST
BEARING-
LIABILITIES
Demand
Deposits $42,589
Savings
Deposits 128,827
Time
Deposits
REPO’S
Other
Borrowings 1,871

21,067
48,059

Total

Interest-

Bearing

Liabilities $242,413

$(213,920)

CUMULATIVE
INTEREST
RATE
SENSITIVITY
GAP

(UMULATIVE GAP
AS A PERCENT OF
TOTAL EARNING

ASSETS

$—
21,518
9,540

$31,058

15,389

$15,389

$15,669

$—
19,232
11,490

$30,722

11,319

$11,319

$19,403

$—
28,162
57,976

$86,138

$8,161

(75.61)% (70.07)% (63.21)% (35.65)%

$ - $16,834
102,303 180,879
4,214 85,215

$106,517 $282,928

$ - $42,589
- 128,827

11 55,947
— 48,059

- 1,871

$118277,293

$77,977 $106,506  $5,635

$(213,920) $(198,251) $(178,848) $(100,871) $5,635

1.99%




On a straight gap measurement of interest rate sensitivity, the
Company is asset sensitive.Using the financial model with his-
torical timings and degree of market rate change effecting the
components of the balance sheer, the Company is very slightly
asset sensitive. The Company will see litcle effect on its equity
in either a rising or declining interest rate environment based
on the balance sheet as of December 31, 2002. Management
strives to maintain a balanced interest sensitivity position.

The Company sensitivity to gains or losses in future earnings
due to hypothetical increases or decreases in the Fed Funds rate
as measured by its financial model are as follows.

INCREASE I NET INTEREST DECREASE I NET INTEREST
INTEREST RATES MARGIN CHANGE  INTEREST RATES ~ MARGIN CHANGE
+1% $(332) -5% $77
+2% $(665) -1% $155

Rate increases will generally decrease the Company’s equity,
while rate decreases will generally increase equity.

LIGUIDITY AND SOURCES CF FUNDS

The Company’s primary sources of funds for liquidity purposes
are customer deposits, maturities of investment securities, sales
of “available for sale” securities, loan repayments, advances on
lines of credit from correspondent banks and from the Federal
Home Loan Bank of Seattle, and the purchase of federal funds.
The Company can anticipate the availability of funds from
scheduled loan repayments, maturities of securities and from
borrowed funds. Customer deposits and unscheduled payments
of loans are influenced by the interest rate environment, the
condition of the economy, competition, and other factots.

Deposits are a primary source of new funds. At December 31,
2002, total deposits were $227.4 million, $231.8 million at

December 31, 2001 and $201.0 million at December 31, 2000.

The decrease in time certificates of deposits was a resulc of
management’s decision not to pay above-market rates for time
deposits in competition with other financial institutions when
liquidity is well within established asset-liability guidelines. The
Company also had REPO’s (securities sold under agreements
to repurchase) for the periods of December 31, 2002, 2001,
and 2000 of $48.1 million, $14.3 million, and $12.7 million,
respectively. Management believes the growth in REPO’s is a
result of continuing penetration into the commercial deposit
matkets due to the company’s emphasis on customer service, its
relationship style of banking and on continuing difficulties in
the stock market. The overall cost of funds was as follows:
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CQST OF FUNDS
2002 2001 2000
1.5% 2.9% 3.4%

Management anticipates that the Company will rely primarily
on deposit growth, maturities of investment securities, sales of
“available for sale securides,” and loan repayments to meet its
liquidity needs. Borrowings can be used to provide liquidity
for short-term needs, but it is the practice of the Company

to atcempt to fund long-term loans and investments with core
deposits and earnings, not short-term borrowings. A limited
amount of borrowings may be used on a long-term basis to
fund lending activities and to match maturities or repricing
intervals of assets.

CAPITAL RESQURCES

The Company is subject to various capital requirements admin-
istered by the federal banking agencies. Failure to meet mini-
mum capital requirements can initiate certain mandatory and
possibly additional discretionary actions by regulators that if
undertaken, could have a direct material effect on the Com-
pany’s financial statements. Under capital adequacy guidelines
that involve quantitative measures of the Company’s assets, and
certain off-balance-sheet items as calculated under regulatory
accounting practices, the Company’s capital classification is also
subject to qualitative judgments by the regulators about com-
ponents, risk weightings, and other factors.

As of December 31, 2002, the most recent notification from
the Bank’s regulator categorized the Bank as well capitalized
under the applicable regulations. To be categorized as “well cap-
italized”, the Company must maintain ar least 10% total risk
based capital, 6% Tier 1 risk based capital and 5% Tier 1 leverage
capital. There are no conditions or events since that notification
that management believes have changed its category rating.

Shareholders’ equity increased to $32.3 million at December
31, 2002, from $29.5 million in 2001 and $27.1 million in
2000. This increase reflects net income of $4.9 million, other
comprehensive income of $.1 million and $.6 million from
the dividend reinvestment plan. These increases were primarily
offset by a cash dividend declared of $1.8 million and $1.0
million for shares repurchased. The Company’s shareholder
average equity, as a percentage of average assets, was 10.7%
for the year ended December 31, 2002, 10.7% for the year
ended December 31, 2001, and 11.0% for the year ended
December 31, 2000.
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As interest rates change, the value of the Bank’s “available for
sale” investment portfolio, which is reported at fair value, may
be positively or negatively impacted and therefore may cause
an increase or a reduction in reported shareholders’ equity.
Equity grew at 9.5% over the period between December 31,
2001 and December 31, 2002, while assets grew by 12.3%
over the same period.

At December 31, 2002, the Company had no material commit-
ment for capital expenditures that would negatively impact the
Company’s capital position.

LENDING AND CREDIT MANAGEMENT

Interest on loans is the primary source of income for the
Company. Net loans represented 57.0% of total assets as of
December 31, 2002 as compared to 61.5% at December 31,
2001. The Bank’s goal is to serve the credit needs of the com-
munities in which its offices are located. The primary focus for
lending is small-to-medium sized businesses, professionals, and
individuals. The Bank offers a broad base of loan products.
Substantially all of the Bank’s loans are to customers located
within the Bank’s service areas.

Although the risk of non-payment always exists, the type and
level of risk changes with different types of loans. The primary
source of repayment is the income generated by a business or by
an individual. Loan risk is mitigated by lending to borrowers
with proven credit histories and demonstrated ability to repay.
Collateral provides an additional measure of security. The Bank
manages risk in the loan portfolio through its loan policies,
underwriting practices and continuing education for the lend-
ing professionals it employs.

Interest income on loans is accrued daily on the principal bal-
ance outstanding. Generally, no interest is accrued on loans
deemed to be uncollectible, or when the principal or interest
payment becomes 90 days past due. At December 31, 2002 the
Bank had no loans that were 90 days or more past due and still
accruing interest.

PROVISICN FOR CREDIT LOSSES

The provision for credit losses represents charges made to oper-
ating expense to maintain an appropriate allowance for credit
losses. Management considers various factors in establishing an
appropriate allowance. These factors include an assessment of
the financial condition of the borrower, a determination of the
borrower’s ability to service the debt from cash flow, a conserva-
tive assessment of the value of the underlying collateral, the

condition of the specific industry of the borrower, the economic
health of the local community, a comprehensive analysis of the
levels and trends of loan types, and a review of past due classi-
fied loans, and impaired loans.

It is Bank policy that once each quarter, Bank management
makes recommendations to the Board regarding the adequacy
of the Bank’s allowance for credit losses and any provision nec-
essary to increase the allowance to the recommended level.
Management’s recommendations are based on an internal loan
review process to determine specific potential loss factors on
classified loans, risk factor of loan grades, historical loss factors
derived from actual net charge-off experience, trends in non-
performing loans, and other potential risks in the loan portfolio
such as industry concentration, the local economy, and the vol-
ume of loans.

Management uses a loan grading system wherein loan officers
assign a risk grade to each of their loans at inception and at
intervals based on receipt of financial information, renewal, or
when there is an indicartion that a credit may have improved
or weakened. The risk grades in the loan portfolio are used in
determining a factor that is used in analyzing the adequacy of
the allowance for credic losses.

The Bank’s policy is to charge off loans when, in management’s
opinion, the loan or a portion of the loan is deemed uncol-
lectible following a concerted collection effort. Management
continues to pursue collection after a loan is charged-off until
all possibilities for collection have been exhausted.

For the years ended December 31, 2000 through 2002, the
Company charged $454,000, $733,000, and $624,000, respec-
tively, to its provision for credit losses.

It is the opinion of management that the allowance for credit
loss at December 31, 2002 of $2.5 million is adequate.

DIVIDENDS AND RMARKET PRICE OF COMMON STOCK

No stock dividends were declared in 2002, 2001 or 2000. In
July 1997, the company instituted a dividend reinvestment
plan, which allows for 50% or 100% of the cash dividends to
be reinvested in shares of common stock based upon sharehold-
er election. Under the plan, 1,575,000 shares were authorized
for dividend reinvestment, of which, 214,213 shares have been
issued through December 31, 2002.




The company declared cash dividends of $.45 per share in
2002, $.37 per share in 2001, and $.36 per share in 2000.

The following sets forth, for the calendar years shown, the cash
and stock dividends per share of common stock declared by
Citizens Bancorp.

Cash Dividend Stock Dividend Stock Split
1998 $ .34 — 2 for 1 stock split
1999 $ .36 5% —
2000 $ .36 — —
2001 $.37 — —
2002 $ .45 — -

Per share information for prior periods reflect
the effects of the stock splic and stock dividends.

There is no established market for the Company’s common
stock, and the stock is not listed on and does not trade on or
through any exchange or quotation system. Thete is no expecta-
tion that an established market will develop for the Company’s
common stock.

Citizens Bank, as the transfer agent for the Company’s com-
mon stock, keeps an informal record of persons expressing an
interest in buying ot selling the Company’s common stock and
introduces prospective buyers and sellers. Citizens Bank also
keeps some informal records of prices paid and received for
the Company’s common stock by certain persons. Neither the
Company nor Citizens Bank does or will recommend prices
for the Company’s common stock.

The following table sets forch certain transaction prices per
share for shares of the Company’s common stock for the periods
shown. This information is based solely on prices and informa-
tion reported to Citizens Bank by those persons whose transac-
tions have come to its attention. The reported prices do not
represent all transactions in the Company and Citizens Bank
can give no assurances as to the accuracy of the reported prices
or the completeness of this information.

High Low
1998 $15.00 $14.50
1999 $17.50 $12.90
2000 $14.44 $10.00
2001 $14.50 $9.75
2002 $15.00 $11.45

Per share information for the current and prior periods
reflect the effect of the stock dividends and stock splits.
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The following table sets forth certain transaction prices per
share for shares of the Company’s common stock for the quat-
terly periods shown. This information is subject to the qualifica-
tions set forth above.

High Low

2001

First quarter $11.90 $10.50
Second quarter $11.25 $10.00
Third quarter $11.40 $9.75
Fourth quarter $14.50 $11.70
2002

First quarter $14.75 $11.45
Second quarter $12.50 $12.00
Third quarter $12.50 $12.00
Fourth quarter $15.00 $12.25

DISCLOSURE REGARDING
FORWARD LOOKING STATERMENTS

In addition to historical information, this report contains cer-
tain “forward looking statements” within the meaning of the
Private Securities Litigation Reform Act of 1995. This state-
ment is included for the purpose of availing the Company the
protection of the safe harbor provisions of this Act. The forward
looking statements conrained in this report are subject to fac-
tors, risks and uncertainties that may cause actual results to dif-
fer materially from those projected. Factors that might result in
such material difference include, but are not limited to, econom-
ic conditions, the regulatory environment, rapidly changing
technology, new legislation, competitive factors, the interest rate
environment and the overall condition of the banking industry.
Forward looking statements can be identified by such words as

» o« » o« » o« .

“estimate”, “believe”, “expect”, “intend”, “anticipate”, “should”,
?, “will”, or other similar words or phrases. Although the
Company believes that the expectations reflected in such for-
ward looking statements are reasonable, it can give no assur-
ances that such expectations will prove to have been correct.

Readers are therefore cautioned not to place undue reliance on

€«
‘may

such forward looking statements, which reflect management’s
analysis only as of the date of the statement. The Company
does not intend to update these forward looking statements
other than in its periodic filings under applicable security laws.
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